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Registered Investment Adviser Alert
by Phyllis Bernstein, CPA

Phyllis Bernstein is the director ofpersonal financial planning for the AICPA in New York. She is the staff
liaison of the AICPA PFP Legislative and Regulation Task Force of the Personal Financial Planning
Executive Committee, whose members provide input and monitor investment adviser regulations. In this PFP
Pointer, Ms. Bernstein explains the changes in the regulatory arena for registered investment advisers.

On July 8, 1997, the provisions of the Investment Advisers Supervision Coordination Act will take effect.
This legislation is intended to exclude from SEC registration most advisers that do not engage in traditional
portfolio management. Advisers who are precluded from SEC registration will then be subject to the
registration requirements of the various states in which they provide investment advisory services. The SEC
released proposed rules (Release No. IA-1601, File No. S7-31-96) to implement the provisions of this
legislation.
Because the legislation and proposed rules will impact many PFP Section members who offer or contemplate
offering investment advisory services, the AICPA Personal Financial Planning Executive Committee recently
commented on the proposed rules, urging greater clarity and in some cases challenging the proposed
definition of terms, including “place of business” and “assets under management”. The major provisions
and, where appropriate, the AICPA’s comments, are summarized below. The AICPA’s comment letter is
available on the AICPA web site (http://www.aicpa.org).
Allocation of Regulatory Responsibility

Larger Advisers — SEC Registration. Investment advisers, or supervised persons of investment advisers,
with $25 million or more in assets under management must register with the Securities Exchange
Commission (SEC) and will be exempt from state investment adviser registration. For these purposes:

•

The term “assets under management” is defined to include “securities portfolios with respect to
which an investment adviser provides continuous and regular supervisory or management services.”
This definition and the proposed rules do not address an array of activities that can be undertaken
with respect to an investor’s portfolio. For example, if an adviser with no discretionary investment
authority provides annual or quarterly investment monitoring services, would those services meet
the definition of continuous and regular management and supervisory services? The AICPA has
urged the SEC to clarify this definition.

•

“Securities portfolios” are defined as accounts at least 50 percent of the total value of which (less
cash and cash equivalents) consists of securities. Real estate, commodities and collectibles would
not be included as securities. Once a portfolio meets the definition of a securities portfolio, the entire
value of the account (including cash and non securities positions) would be included in determining
the amount of assets under management.
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Smaller Advisers—State Registration. Investment advisers with less than $25 million in assets under
management cannot register with the SEC and will be subject to state regulation and registration
requirements. Advisers with a principal place of business in one of the four states that currently have no
investment adviser regulation— Colorado, Iowa, Ohio, and Wyoming—will register with the SEC even if
they do not meet the $25 million threshold. The SEC also has the authority to exempt from state registration
those advisers for whom registration would be “unfair” or a “burden on interstate commerce.”

Pension Consultants. The law amends the Employee Retirement Income Security Act of 1974 to allow
advisers to ERISA plans who are registered at the state level only to continue advising on such plans for two
years. The AICPA is hopeful that Congress will make this permanent before the 2 year period expires.

Financial Planner Quandary. The SEC expects that most financial planners would not be registered with
the SEC because they are not investing client money with full discretion or engaging in traditional ongoing
portfolio management. Accordingly, a financial planner who merely undertakes to monitor the markets and
advise clients on changes to their portfolios would not be providing “continuous and regular supervisory or
management services.” Advisers that provide asset allocation services with client consent to suggest daily
changes would meet this test. Advisers lacking discretionary authority who have great amounts of day-today contact or other management services must attach a written statement to Form ADV-T to explain the
nature of their investment advisory services so the SEC can determine if they are eligible for SEC
registration. We expect there to be increased scrutiny for advisers with no assets under management in 1996
but who claim more than $25 million under management in 1997.
State Uniformity

National De Minimis Standard. A national de minimis standard is intended to ease the regulatory burden
of advisers who can no longer register with the SEC and may be potentially subject to multiple state
registration requirements. An investment adviser will not have to register in another state (outside the
adviser’s home state) if that adviser does not have a place of business in that state and has fewer than six
clients who are residents of that state. Proposed rules define the following:

•

“Place of business” is defined as a location from which the adviser “regularly provides advisory
services or otherwise solicits, meets with, or communicates with clients”; the definition can even
extend to a motor vehicle if it is the adviser’s only place of business.

•

The definition of “client” would treat as a single client a natural person and any relative or spouse
of the natural person sharing the same principal residence and all accounts of which such persons
are the sole primary beneficiaries. Furthermore, a corporation, general partnership, trust or other
legal organization (other than a limited partnership) that receives investment advice based on its
investment objectives rather than the objectives of its shareholders, partners, members, or beneficial
owners would also be treated as a single client.
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Place of Business. The proposed definition of place of business would severely limit the benefit of the
national de minimis standard. As a practical matter, without a definition of what is meant by “regularly
communicates,” any regular contact with a client from any place could create a place of business. The
AICPA commented to the SEC that this definition is too broad. This place of business test could be satisfied
anyplace, even a hotel room or a client’s home, where the adviser meets with clients, requiring registration
in that state. The definition should be narrowed to preserve the scope of the de minimis exemption. The
AICPA also requested guidance for advisory services provided over the Internet and other electronic media.

Uniform Capital and Bonding Requirements. An investment adviser who is registered in the state where
its principal place of business is located and who is in compliance with that state’s capital or bonding
requirements need not meet additional capital or bonding requirements when registering in another state.

Uniform Books and Records Requirements. An investment adviser who is registered in the state where
its principal place of business is located and who is in compliance with that state’s books and records
requirements need not meet additional books and records requirements when registering in another state.

Investment Adviser Representative Requirements. States will also be allowed to license or register
investment adviser representatives who have a place of business in that state.

State Filing/Fee Requirements. States will continue to have the authority to require investment advisers
to file documents for notice purposes and to collect investment adviser fees. If an adviser fails to pay a
required state fee within three years of enactment of these changes, the state securities administrator may
require that adviser to register, even if the adviser is eligible for exemption under the Act.
Transition Issues
The proposed rules also address the transition of advisers whose assets under management move above or
below the $25 million threshold after July 8, 1997. The AICPA supported the single point in time (annual)
measurement and the use of each registrant’s fiscal year for purposes of measuring assets under management.

Transition from State to SEC Registration. An adviser whose assets under management grow above $25
million is granted a “window” to defer SEC registration until those assets grow to $30 million. The AICPA
supported the $5 million window because it provides sufficient flexibility to avoid the costly process of
periodically registering and deregistering.

Transition from SEC to State Registration. An adviser facing cancellation of its SEC registration would
have a 90-day grace period, from the time of the Schedule I filing (discussed below), to register with the
appropriate states. Because many advisers will face multi-state registration, the AICPA commented that the
90-day grace period is insufficient and that the period be lengthened to 120 days.

Other Provisions

Filing Depositories. The SEC may require investment advisers to register and pay fees to a third party, such
as a central registration depository for investment advisers. In the future, the National Association of
Securities Dealers (NASD) is expected to serve as the central deposit repository for all investment advisers’
Forms ADV.
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Investor Access to Information. The SEC will be required to maintain a toll-free number or another readily
accessible electronic process for fielding questions about an investment adviser’s disciplinary history.
Felons and Fraud. A provision is designed to keep felons from registering with the SEC. In addition, states
will still have the right to enforce state prohibitions against fraud and deceit.

Enforcement. The law calls for increased enforcement. An appropriation of $20 million to the SEC was
included for each of the next two years to use in oversight of investment advisers. This means that those
advisers who maintain SEC registration can expect more frequent SEC audits.

How the Legislation will Affect You

File Form ADV-T. All SEC-registered advisers are required to file a completed Form ADV-T with the SEC
no later than July 8, 1997. Form ADV-T enables an adviser to determine whether it meets the criteria for
SEC registration and requires the adviser to declare whether or not it remains eligible for SEC registration.
For an adviser that is no longer eligible for SEC registration, Form ADV-T will serve as the adviser’s request
for withdrawal from registration as of July 8, 1997. Failure to file Form ADV-T would be a violation of a
SEC rule and advisers that fail to voluntarily withdraw from SEC registration despite no longer being eligible
would be subject to a cancellation proceeding.

Annual Form ADV Schedule I. Form ADV Schedule I will replace ADV-S. After July 8, 1997, all SEC
registrants must annually file an amended Schedule I within 90 days after their fiscal year end. Schedule
I—like ADV-T—will require an adviser to declare whether it remains eligible for SEC registration. Unlike
Form ADV-T, Schedule I will not operate as a request for withdrawal of SEC registration. Instead, advisers
who do not meet SEC registration criteria must file Form ADV-W with Schedule I.

Consult Your Attorney. The legal issues surrounding federal and state investment adviser registration are
complex. You should seek legal counsel for specific questions about how this legislation and other securities
laws impact your registration.
AICPA Update
The AICPA will keep you posted on the status of these proposed rules and other developments. We are in
the process of updating the Guide to Registering as an Investment Adviser to reflect the new legislation and
would like your input. If you can share information about an enforcement issue, your firm’s compliance
manual, or any other registration issues that you have found particularly troublesome, we would like to share
your expertise in the revised guide. Your experience can help us create a benefit for your profession. We
would also like to hear about any other issues you would like to see addressed. Contact me at 212-596-6058
or E-mail at pbemstein@aicpa.org.

Special Update Session at AICPA Investment Planning Conference

To help members cope with the new legislation, a special session has been added to the AICPA
Investment Planning Conference on June 23-24, 1997, in New York City. Those unable to attend the
conference can order an audio cassette recording of this as well as other conference sessions. Look for
more information in the conference brochure which will be sent to you shortly.
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